Ukraine faces a threat of full-fledged default and deep financial and political crisis. The current deep recession is the country's second major economic crisis in ten years. Ukraine was severely affected by the global financial crisis in 2008, with its economy shrinking by 15% in 2009. The economy remained weak in the aftermath, as former government caused the business climate worsening. The lack of reforms limited growth of GDP to just 0.3% in 2012 and remained static in 2013. By the end of 2013, Ukraine was already on the brink of collapse. The conflict in the eastern part of the country has further exacerbated the recession. Today the sources of economic growth in Ukraine have been exhausted, and the country is strongly increasing its debts trying to attract foreign investment. The government's reform efforts have so far failed to significantly improve the country's business climate. Ukraine is ranked 83rd out of 189 countries in the latest World Bank's 'Doing Business' 2016 index. This score is the second worst in Europe. Ukraine is still considered the most corrupt country in Europe as well (rated at number 142 out of 175 by Transparency International in 2014). The persistent state of war has disrupted industrial production, which is mainly located in the eastern part. The article elucidates recent events in Ukraine as well as gives a brief historical overview. The influence of misleading governance of economic situation is revealed. The positive scenario, in which Ukraine overcomes default, is unlikely to happen unless the firm measures are to be taken.
Introduction
During the 2008-2009 crisis a number of European countries got in the debt trap, including Greece, Ireland, Portugal and Spain. All these states have a huge amount of foreign loans that they simply could not repay, and Ukraine is in a similar situation. Today Ukraine's economy is in a desperate situation. In the east of the country there is still hostility, all economic ties with Russia are destroyed and overall national economy seems to be on its last breath.
Over the last two years, GDP fell by 23%. Ukraine's external debt currently stands at 158% of GDP. In early October, Fitch announced a partial default on Eurobonds in the amount of 500 mil. USD, after country missed a scheduled payment on September 23. [4] 1 When it all started?
In 2013 statistics recorded zero GDP growth in Ukraine and the general trend of its decline during the following periods. (Graph 1) Kiev was in a great need, not only for investments, but in reducing the gas price. The high cost of gas makes Ukrainian products expensive and uncompetitive even in the CIS (post-soviet) markets.
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In addition, in 2013 Ukraine was experiencing a sharp shortage of funds: in the international market money were at high interest rates to borrow. Russia was not eager to invest in country with unpredictable political course, and the IMF demanded to increase gas prices for the citizens. In the same year the president of Ukraine was speeding up the process of European integration. Kiev was about to create a free trade zone with the EU, but at the same time not to lose the Russian market. Russian leadership warned that if Ukraine joined European market, the latter would lose economic preferences in the market of the Eurasian Customs Union and the CIS.
For the first time Ukraine had to choose between the political ambitions of its leadership and economic efficiency. And the choice was made: Ukraine turned away from EU free trade zone and stepped forward with Russia. In December 2013, Russia decided to place in Ukrainian securities the reserves of the National Wealth Fund (NWF) on 15 billion USD. Russia had transferred only 3 billion USD before Ukrainian government had changed.
For some time new leadership was managing struggling but still alive economy. The new government introduced the so-called market-based mechanisms. At first launched devaluation of the hryvnia, which was unpredictable and unstable: 150% since the beginning of March 2014 till nowadays. [6] Then Ukrainian export shut down causing lack of foreign currency within the country. Because of the lack of available currency, exchange rate was raising non-stop that caused a panic among the population. People hurried to take back their deposits and to exchange the hryvnia for dollars or euros. Banks were not ready for such a turn: in 2014, 20 banks bankrupted. In addition, Deposit Guarantee Fund suffered, which had to pay a fixed amount of the deposit to clients of the insolvent bank.
Since 2014 the Cabinet of Ministers was trying to break economic ties with Russia completely. The real victim of the conflict, besides the population of Eastern regions, has become the real economy: engineering, industry, food industry, metallurgy, etc. In 2014, Ukraine's balance of payments recorded a deficit of 13.307 billion USD. [7] To supplement the budget, the government was intensively asking for loans from the IMF, European Union and other international organizations, getting more and more in a debt trap. In 2014 the value of Ukraine's external debt decreased, however the external debt to GDP ratio increased. This was mainly due to a drop in the country's GDP and the depreciation of the hryvnia. According to the NBU's data, at the end of the second quarter of 2015 gross foreign debt in total fell to 127 billion USD, which represented 122.8% of the country's GDP. (Graph 2)
Thus, not the policy should rule the economy, but vice versa. One may seek and find the reasons for such a sad situation, but to obtain a satisfactory result it is needed to change the rules of the game: the needs of the economy should dictate policy agenda.
Governance misleading
For the half a year, Ukraine has not carried out any economic reform that, in fact, has caused political upheaval in the country. The absence of these reforms escalated the financial situation in Ukraine and its ability to pay debts.
The mission of the IMF, which reviewed the implementation of Ukraine's commitments for obtaining the next third tranche of the Extended Fund Facility (EFF) in 1.7 billion USD, left Kiev disappointed. The IMF was not satisfied with the way of reforms, fighting corruption and restoring the banking sector. The IMF questioned large pension fund deficit, the budget deficit and the system movement of expenses and income. Raising taxes is unlikely to give a rapid influx of revenue, so government should find other compensators. [3] In January-August 2015 the consolidated budget of Ukraine recorded a surplus of 28.309 billion UAH. For the same period last year, the budget deficit reached 28.634 billion UAH.
[9] Positive dynamics of budget income largely resulted in inflation and devaluation processes, which reached a peaked in January-April this year.
The total income of the consolidated budget of Ukraine in January-August is 411.7 billion UAH, which is 116 billion or 39.2% more than in the same period last year. In January-August state budget has received 337.7 billion UAH, which is 107.1 billion UAH or 46.5% more than last year.
As for the cost -the total amount of expenses of the consolidated budget of Ukraine in JanuaryAugust were 382.8 billion UAH, which is 18.6% or 60 billion UAH more than in 2014.
The main items of expenses in January-August were: public debt service; general functions; defense; public order, security and judicial authorities; health and education, etc.
Ukraine sequential raised military expenses and the development of strategic partnership with NATO. Thus, according to the Ministry of Defense, the defense budget of Ukraine in 2015 is about 2 billion USD or 2.7% of GDP, which is 1.7 times more than last year. In May this year, defense and law enforcement agencies of Ukraine appealed to the government to provide additionally almost 769 million USD due to the increased size of the army. [5] Ministry of Defense of Ukraine expects to have allocated about 87 billion UAH in 2016 (about 4.1 billion US dollars), which is twice more than the sum allotted to military spending this year. As part of a new national security strategy needs annual funding for the military sector will be increased to 5% of Ukraine's GDP.
An example of an inefficient use of state funds may be a purchase of gas for domestic consumption. In the heating season 2015/16 Ukraine needs 1.3 billion USD. Today the government buys Russian gas not directly from Russia, but through European traders. In the II quarter of 2015, Gazprom supplied gas to Ukraine at a price of 247.18 USD for 1 thousand cubic meters. At the same time the average price of gas imported from Europe, including the transportation costs is 275 USD per 1 thousand cubic meters. So, gas from the same source cost Ukraine up to 11% more just because it was supplied by Naftogaz Ukraine, rather than Gazprom. On purchase of a "European" gas Naftogaz has spent in the II quarter of 737 million USD, while from Russia only 393 million USD. Due to the anti-Russian policy, Ukraine is overcharged by European traders and loses Gazprom as a partner, which is the only one who is interested in maintaining Ukraine gas-transport system. [8] The fact that the policy is ahead of the economy is proved by the following. Cooperation with Russia in the field of defense-related products has been dropped on the initiative of Ukraine. There is no problem for Russia: today 90% of the Russians import is satisfied. And now it is more a problem of Kiev, not Moscow. First of all, because the components that the Russian party used to buy, are no longer wanted by any other country. But Ukrainian budget received a serious income from these deliveries. The destruction of the cooperation ties with Russia is an irreversible process. [15] Leaders of Ukraine, the Government and the National Bank do not cope with the management of the country. Even the blackmail of Russian creditors proves it. Dealing with the debt restructuring, the authorities refuse to pay Russia 3 billion USD. To note, this is not a commercial, but the sovereign debt. The Prime Minister even announced his intention to go to court if Russia refuses to restructure sovereign debt. In fact, because of their own incompetence, the Ukrainian government creates a precedent, offering to break the core rules of the IMF. [1] 3 Advantages and disadvantage of default Ukraine is rapidly progressing towards default, expecting a number of serious complications.
Cons of default:


The loss of the country's image. Even just a hint of the possibility of default immediately impairs the international reputation of the country and encourages investors to capital withdrawal.  Dramatically reduced exchange rate. Followed by the import fall and real income decline. Slowing down of production that depends on imported raw materials and components. As well as unemployment rise.
 Shrink of the banking system of the country. Banks are deprived of the opportunity to use foreign loans, due to the devaluation and decline in economic activity in the country. It is more difficult to service loans already made. Some banks go bankrupt, some of them freezes accounts of citizens and companies. Overall lending to the real economy by the banks becomes much more complicated.
 There is a "domino" effect, i.e., after a sovereign default, not only banks lose solvency, but also the participants of the securities market.  There is a growing distrust of the state from its own people, other countries and international organizations.
Looking at this list of troubles, it is visible that they are already present in Ukraine.
Pros of default:
 Currency saving due to the "credit holidays".  Reducing the budget deficit. The country has an opportunity to use more money for solving internal problems.
 As a result of the financial sector fall, speculative sector bursts and real production gets more importance. But growth may be noticeable only in a long perspective since country still suffers from shortage of money.  Due to the devaluation of the national currency depreciation takes place for domestically produced goods, thus increasing the competitiveness of exporters.  A consequence of the termination of external financing and import restrictions is that the state becomes more aware of concern of internal consumption and sources of funding. The advantages of the default are minor and in every case the costs of default should be considered. State defaults have been rare in advanced economies in recent decades. Sovereigns mostly choose whether or not to default and political economy rather than pure economics can explain not just the incidence of default, but also often the timing and nature of it. [13] 
Lessons from Greece
The situation in Ukraine is very similar to the one that recently experienced Greece. By joining the euro zone in 2001, the Greeks have forgotten what it means to live within your means. The increase in salaries and pensions in Greece were also ahead of the possibility of the economy. Greece was gradually increasing deficit of the current account balance. Greece couldn't align it due to devaluation, as monetary policy depends on European Central Bank.
In 2008 it became impossible to ignore the other traditional shortcomings of the Greek economythe high level of the shadow economy and inefficient public sector. In April 2010 to avoid bankruptcy Greece was forced to turn to the EU for financial assistance. European Central Bank, European Commission and the IMF provided Greece unprecedented assistance amounting to 240 billion euros. [2] In exchange, the Greek government was demanded to introduce harsh austerity measures: tax increases, and the retirement age, reduce the budget deficit and increase the efficiency of the public sector.
There were slow steps toward reforms. In 2014 there were the first signs of economic recovery. For the first time in six years, GDP grew by 0.8%. But Greeks couldn't put up with a decrease in the level of prosperity. And Greeks took a radical position against creditors. In a referendum more than 61% of voters were against their requirements.
However, after long negotiations, the Greek government accepted creditor's conditions. The law, approved by the Parliament, introduced a series of increasing taxes, raising the retirement age to 67 years and toughens penalties for violation of tax legislation, large-scale privatization around 50 billion EUR. These measures will allow Greece to receive the next tranche of 2 billion EUR. [2] The EU leaders did not accept blackmail and a strict policy of Greece. Ultimately, the latter is to fulfill all conditions, as it is entirely dependent on cash injections from the European Commission, the IMF and the ECB.
Technical prescriptions of the IMF over the past 10 years did not help Greece. The country's economy continues to fall. Although, Greece followed all the demands of creditors in 2012 and 2013, but in the end the situation became even worse. [12] Greece cannot handle inflation, current account balance or put barriers to goods and services from the EU Member States. The logic of the IMF is the same in all countries. Due to the loans provided by the Fund macroeconomic stability may be gained and then GDP begins to grow. Eventually the country gets a chance to reduce the national debt due to the overall growth of the economy.
In 2014, the IMF failed stand-by program, without reaching any macro-economic stabilization. The cause of the failure is obvious -poor local risks analysis. [11] Obligations to the EU, euro zone membership, absence of any trade barriers from the EU in the Greek market were not taken into account. Moreover, in 2013 the level of public debt to GDP ratio decreased from 171% to 156%, i.e., Greece was forced to reduce public debt. Although, in order to achieve sustainable economic growth it better to leave the government spending in Greece on a big level. [17] It is obvious that both the IMF and the EU need to try to find new means for stabilizing the weak economy. "Stuffing" economies with new debt brings situation into dead-end. The experience of Greece and incompetent economic policies of its governments in the years 2004-2012 are extremely useful for the study, as EU membership for countries with such weak economies has not only advantages, but also huge disadvantages.
Possibility to overcome the consequences of default
The default is not a disaster and total ruin of the country, but the chance to get ahead. For this chance, one has to pay -and pay dearly, that is citizens and business. Only competent and radical actions of the government can turn the opportunity into reality.
Nowadays, Ukraine has two options to negotiate with creditors. The soft one is a rollover, or at least a reduction of profitability of Eurobonds (that is acceptable for the creditors). And tough one is reduction of the principal amount, i.e. debt forgiveness (as urged by the Ukrainian government).
The restructuring of Ukraine's internal debt is one of the top priorities for the stabilization of the economic and financial situation of the country both in the policy pursued by the Ukrainian government and in the policies of foreign assistance programs, including the key program of the IMF. The IMF expects that these measures will enable Ukraine to return to the international financial markets in 2017, which will allow Ukraine to involve private capital in the economic reconstruction of the country and will enable it to gain access to funding not only from the IMF, but other international financial institutions or countries. (Table 1 "Ukraine may declare a default in the event if this is the only way to solve the problem of the debt burden," -said a Taras Kotovich, senior financial analyst of Investment Capital Ukraine group. This step is necessary to make in case of failure of debt restructuring and the termination of funding from the IMF.
If the Cabinet of Ministers will insist on writing off debt or to default, it would benefit only in the short term. By reducing the burden on the budget, the country will lose in the long run, as it will be difficult to enter the foreign capital markets. So, the problem of the budget deficit, which the Ukrainian authorities face regularly, over time, becomes even more severe. Also full-fledged default would deprive Ukraine from the IMF funding and all others (World Bank, European Bank for Reconstruction and Development, International Finance Corporation). The pressure on the hryvnia will be enormous: either exchange rate will be frozen, or it will reach 30-35 UAH/USD, and perhaps lower. Since, there would be no currency inflow to the country except from export.
In addition to the collapse of the hryvnia and the inability to obtain new loans, there is also the danger of the arrest of foreign Ukrainian assets in order to pay back creditors. Major creditors can start foreclosure (although this does not happen very often). According to the court's decision property, vehicles (ships or aircraft), consignment, accounts, etc. may be seized.
Conclusion
Currently Ukraine does not have enough financial resources to pay off all of its foreign liabilities on time. The factors which stand behind this are the following: the economic crisis (including low level of foreign-exchange reserves, the recession, a decline in exports, the depreciation of the national currency, the lack of stability of the banking and financial systems, the deficit in the current account balance); hostilities in the east of the country and the conflict with Russia as well as instability within Ukrainian politics (including the lack of a stable political structure in parliament or in local authorities and rivalry between political parties).
What's next? Ukraine will face the sale-off all more or less liquid assets, large-scale privatization, the transfer of tidbits of state property into the hands of either the existing oligarchic clans or in the hands of US and European corporations. Ukraine will have to higher taxes, which are already grown in the last 2 years, raise prices for gas, water, heating, electricity, cargo and passenger transportation. All that will provoke the fall of living standards and contraction of demand, slowdown of the real economy, investment outflow and standstill of industrial development.
All this is exactly what will happen if Ukraine will not start economic reforms. They are required for not only by the IMF and other lenders. Reforms, in the first place, are awaited by the people that are set up the European integration and searching for a better life.
